
Overview: Monetary Policy and the
Economy in 1997

The U.S. economy turned in another
excellent performance in 1997. Growth
was strong, the unemployment rate
declined to its lowest level in nearly a
quarter-century, and inflation slowed
further. Impressive gains were also
made in other important respects: The
federal budget moved toward balance
much more quickly than almost anyone
had anticipated; capital investment, a
critical ingredient for long-run growth,
rose sharply further; and labor produc-
tivity, the ultimate key to rising living
standards, displayed notable vigor.

Among the influences that brought
about this favorable performance were
the sound fiscal and monetary policies
that have been pursued in recent years.
Budgetary restraint at the federal level
has raised national saving, easing the
competition for funds in capital markets
and thereby encouraging greater private
investment. Monetary policy, for its
part, has sought to foster an environ-
ment of subdued inflation and sustain-
able growth. The experience of recent
years has provided additional evidence
that the less households and businesses
need to cope with a rising price level, or
worry about the sharp fluctuations in
employment and production that usually
accompany inflationary instability, the
more long-term investment, innovation,
and enterprise are enhanced.

The circumstances that prevailed
through most of 1997 required that the
Federal Reserve remain especially atten-
tive to the risk of a pickup in inflation.
Labor markets were already tight when
the year began, and nominal wages had
started to rise faster than previously.
Persistent strength in demand over the
year led to economic growth in excess
of the expansion of the economy’s
potential, intensifying the pressures on
labor supplies. In earlier business expan-
sions, such developments had usually
produced an adverse turn in the inflation
trend that, more often than not, was
accompanied by a worsening of eco-
nomic performance on a variety of
fronts, culminating in recession.

Robust growth of spending early in
the year heightened concerns among
members of the Federal Open Market
Committee (FOMC) that growing
strains on productive resources might
touch off a faster rate of cost and price
rise that could eventually undermine
the expansion. Financial market partici-
pants seemed to share these concerns:
Intermediate- and long-term interest
rates began moving up in December
1996, effectively anticipating Federal
Reserve action. When the FOMC firmed
policy slightly at its March 1997 meet-
ing by raising the intended federal funds
rate from 51⁄4 percent to 51⁄2 percent, the
market response was small.

The economy slowed a bit during the
second and third quarters, and inflation
moderated further. In addition, the
progress being made by the federal gov-
ernment in reducing the size of the defi-

Note. The discussion here and in the next
chapter is adapted fromMonetary Policy Report to
the Congress pursuant to the Full Employment
and Balanced Growth Act of 1978(Board of Gov-
ernors, February 1998).
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cit was becoming more apparent. As a
consequence, by the end of September,
longer-term interest rates fell3⁄4 percent-
age point from their peaks in mid-April,
leaving them about1⁄4 percentage point
below their levels at the end of 1996.
The decline in interest rates, together
with continued reports of brisk growth
in corporate profits, sparked steep
increases in equity prices between April
and September.

Even with a more moderate pace of
growth, labor markets continued to
tighten, generating concern among
FOMC members over this period that
rising costs might trigger a rise in infla-
tion. Consequently, at its meetings from
May through November, the Committee
adopted directives for the conduct of
policy that assigned greater likelihood
to the possibility of a tightening of pol-
icy than to the possibility of an easing
of policy. Even though the Committee
kept the nominal federal funds rate
unchanged, it saw the rise in the real
funds rate resulting from declining infla-
tion expectations, together with an
increase in the exchange value of the
dollar, as providing some measure of

additional restraint against the possible
emergence of greater inflation pressures.

In the latter part of the year, develop-
ments in other parts of the world began
to alter the perceived risks attending the
U.S. economic outlook. Foreign econo-
mies generally had seemed to be on a
strengthening growth path at midyear.
But over the remainder of the summer
and during the autumn, severe financial
strains surfaced in a number of econo-
mies in Asia, weakening somewhat the
outlook for growth abroad and thus the
prospects for U.S. exports. The prob-
lems these economies encountered gen-
erally resulted in severe downward pres-
sures on the foreign exchange values of
their currencies; in some cases, steep
depreciations occurred despite substan-
tial upward movement of interest rates.
Asset values in parts of Asia, notably
equity and real estate prices, also
declined appreciably, leading to losses
by financial institutions that had either
invested in those assets or lent against
them; nonfinancial firms began to
encounter problems servicing their obli-
gations. In many instances the debts of
nonfinancial and financial firms were
denominated in dollars and unhedged.
Concerted international efforts to bring
economic and financial stability to the
region were under way as the year drew
to a close. Meanwhile, economic activ-
ity in Japan stagnated, and the weak-
nesses in the Japanese financial system
became more apparent.

The difficulties in Asia contributed to
additional declines of1⁄4 to 1⁄2 percent-
age point in the yields on intermediate-
and long-term Treasury securities in
the United States between mid-autumn
and the end of the year. The decreases
were due in part to an international
flight to the safe haven of dollar assets,
but they also reflected expectations that
these difficulties would exert a moderat-
ing influence on the growth of aggre-
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gate demand and inflation in the United
States. In light of the ongoing difficul-
ties in Asia and the possible effects on
the United States, the FOMC not only
left interest rates unchanged in Decem-
ber but shifted its instructions to the
Manager of the System Open Market
Account to symmetry between ease and
tightening in the near term. The inflation
risk from a tight labor market and accel-
erating wages seemed to be roughly bal-
anced over the near term by the effects
of a number of other factors, including
the economic weakness in Asia, a slump
in the prices of oil and other commodi-
ties in the latter part of 1997, and the
restraint on import prices from the sub-
stantial appreciation of the dollar against
most other currencies over the preced-
ing few quarters.
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U.S. Economic and Financial Developments
in 1997

The year 1997 was an exceptionally
good one for the U.S. economy. Real
GDP increased 33⁄4 percent over the four
quarters of the year. Household and
business expenditures continued to rise
rapidly, owing in part to supportive
financial conditions, including a strong
stock market, ample availability of
credit, and, from April onward, declin-
ing intermediate- and long-term interest
rates. In the aggregate, private domestic
spending on consumption and invest-
ment rose 5 percent on an inflation-
adjusted basis. The strength of spend-
ing, along with a further sizable
appreciation of the foreign exchange
value of the U.S. dollar, brought a surge
of imports, the largest in many years.
The growth of exports, while lagging
that of imports, also was substantial
despite the appreciation of the dollar
and the emergence after midyear of
severe financial difficulties in several
foreign economies, particularly among
the advanced developing countries in
Asia.

Meanwhile, inflation slowed from the
already reduced rates of the previous
few years. Although wages and total
hourly compensation accelerated in the
tight labor market, the inflationary
impulse from that source was more than
offset by other factors, including rising
competition from imports, the price
restraint from increased manufacturing
capacity, and a sizable gain in labor
productivity.

The Household Sector

Consumption Spending, Income,
and Saving

Bolstered by increases in income and
wealth, personal consumption expendi-
tures rose more than 31⁄2 percent in
1997. Expenditures were strong for a
wide variety of durable goods. Real out-
lays on home computers continued to
soar, rising even faster than they had
over the previous few years. Strength
was also reported in purchases of home
goods, and consumer expenditures on
motor vehicles more than reversed the
small declines of the previous two years.
At the same time, real expenditures on
services scored the largest gain of the
past several years, rising 4 percent.

Real disposable personal income—
after-tax income adjusted for inflation—
increased about 33⁄4 percent over 1997, a
rise that was exceeded on only one occa-
sion in the previous decade. Income was
boosted by sizable gains in wages and
salaries and by another year of large
increases in dividends.

Change in Real GDP
Percent, Q4 to Q4
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Measured in terms of annual aver-
ages, the personal saving rate fell further
in 1997. The yearly average of 3.9 per-
cent was almost1⁄2 percentage point
below the 1996 average and nearly a full
percentage point below the 1995 aver-
age. It also was the lowest annual read-
ing in several decades. Various surveys
of households indicated that consumers
had become more optimistic about pros-
pects for the economy, and their opti-
mism may have led them to spend more
freely from current income. Support for
additional spending came from the
further rise in the stock market, as the
capital gains accruing to households
increased the chances of their meeting
longer-run net worth objectives even as
they consumed a larger proportion of
current income.

Residential Investment

Real residential investment increased
about 51⁄2 percent during 1997. Outlays
for the construction of new single-
family structures rose moderately, and
spending on the construction of multi-
family units continued to recover from
the extreme lows that were reached ear-
lier in the decade. Real outlays for home
improvements and brokers’ commis-
sions, categories that have a combined
weight of more than 35 percent in total
residential investment, moved up sub-
stantially from the final quarter of 1996
to the final quarter of 1997. Spending on
mobile homes, a small part of the total,
also advanced.

The indicators of single-family hous-
ing activity were almost uniformly
strong during the year. Sales of houses
surged, driven by declines in mortgage
interest rates and the increasingly favor-
able economic circumstances of house-
holds. Annual sales of new single-
family houses were up 6 percent from
the number sold in the preceding year,

and sales of existing homes increased
about 3 percent. House prices moved
up more quickly than prices in general.
Responding to the strong demand, starts
of new single-family units remained at a
high level, only a touch below that of
1996; the annual total for single-family
units exceeded 1 million units for a sixth
consecutive year, putting the current
expansion in single-family housing con-
struction nearly on a par with that of
the 1980s in terms of longevity and
strength.

Starts of multifamily units increased
in 1997 for the fourth year in a row and
were about double the record low of
1993. The increased construction of
these units was supported by a firming
of rents, abundant supplies of credit, and
declines in vacancy rates in some mar-
kets. The national vacancy rate came
down only slightly, however, and it has
reversed only a portion of the sharp
run-up that took place in the 1980s.

The home-ownership rate—the num-
ber of households that own their dwell-
ings divided by the total number of
households—moved up further in 1997,
to about 653⁄4 percent, a historical high.
The rate fell in the 1980s but has risen
almost 2 percentage points in this
decade.

Household Finance

Household net worth grew more than
$31⁄2 trillion during 1997, ending the
year at its highest multiple relative to
disposable personal income on record.
Most of the increase was the result of
upward revaluations of household assets
rather than additional saving. In particu-
lar, capital gains on corporate equities
accounted for about three-fourths of the
increase. Flows of household assets into
mutual funds, pensions, and other vehi-
cles for holding equities indirectly were
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exceeded by outflows from directly held
equities.

Household borrowing not backed by
real estate, including credit card bal-
ances, auto loans, and other consumer
credit, increased 41⁄2 percent in 1997.
These obligations grew at double-digit
rates in 1994 and 1995 but slowed fairly
steadily thereafter. Mortgage borrowing,
which has experienced relatively muted
swings in growth during the current
expansion, increased 71⁄4 percent in
1997, a gain that was only a bit less than
the rise in 1996. Within the mortgage
category, however, home equity loans
advanced sharply, reflecting in part the
increased use of these loans in refinanc-
ing and consolidating credit card and
other consumer obligations.

An element in the slowing of con-
sumer credit growth may have been
assessments by some households that
they were reaching the limits of their
capacity for carrying debt and by some
lenders that they needed to selectively
tighten their standards for granting new
loans. In the mid-1990s, the percentage
of household income required to meet
debt obligations rose to the upper end of
its historical range, in large part because
of a sharp rise in credit card debt.
Between 1994 and 1996 personal bank-
ruptcies grew at an annual rate of more

than 20 percent, to some extent because
of households’ rising debt burden; a
change in the federal bankruptcy law
and a secular trend toward associating
less social stigma with bankruptcy also
may have contributed. Over the same
period, delinquency and charge-off
rates on consumer loans increased
significantly.

In 1997, however, because the growth
of household debt only moderately out-
paced that of income at the same time
that interest rates were drifting lower,
the household debt-service burden did
not change. Reflecting, in part, the sta-
bility of the aggregate household debt
burden, delinquency rates for many
segments of consumer credit plateaued,
although charge-off rates generally con-
tinued to rise somewhat. Personal bank-
ruptcies advanced again in 1997 but
slowed considerably in the second half
of the year.

Some of the apparent flattening of
household debt-repayment problems
may also have resulted from efforts by
lenders to stem the growth of losses on
consumer loans. In both 1996 and 1997,
a large percentage of the respondents to
the Federal Reserve’s quarterly Senior
Loan Officer Opinion Survey on Bank
Lending Practices reported tightened
standards on consumer loans. However,
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the percentages reporting tightening fell
a bit in the latter part of that period,
suggesting that many banks felt that they
had altered their standards sufficiently.

Although banks pulled back a bit
from consumer lending in 1997, most
households had little trouble obtaining
credit. Bank restraint most commonly
took the form of lower credit limits or
higher finance charges on outstanding
balances; credit card solicitations con-
tinued at a record pace.

The Business Sector

Investment Expenditures

Adjusted for inflation, business outlays
for fixed investment rose 9 percent over
1997 after gaining about 12 percent over
1996. Spending continued to be spurred
by rapid growth of the economy, favor-
able financial conditions, attractive pur-
chase prices for new equipment, and
optimism about the future. Business out-
lays for equipment, which account for
more than three-fourths of total busi-
ness fixed investment, moved up about
13 percent over 1997, making it the
fourth year of the last five in which the
annual gains have exceeded 10 percent.
As in previous years of the expansion,
the most striking gains were posted for
computers, the power of which contin-
ued to advance rapidly at the same time
prices continued to decline. Spending
also moved up briskly for many other
types of equipment, including communi-
cations equipment, commercial aircraft,
industrial machinery, and construction
machinery.

Real outlays for nonresidential con-
struction, the remaining portion of busi-
ness fixed investment, declined slightly
in 1997 after moving up in each of
the four previous years. Construction of
office buildings continued to increase in
1997, but sluggishness was reported in

the expenditure data for other commer-
cial buildings and industrial buildings.
Other indicators of market conditions
pointed to underlying firmness in non-
residential construction. Vacancy rates
declined, for example, and rents seemed
to be picking up. In some regions of the
country, more builders were putting up
new office buildings on ‘‘spec’’—that
is, undertaking new construction before
occupants had been lined up. The new
projects were apparently being spurred
to some degree by the ready availability
of financing.

Business inventory investment picked
up considerably in 1997. The level of
inventories held by nonfarm businesses
rose more than 5 percent in real terms
over the course of the year after increas-
ing roughly 2 percent in 1996. Accumu-
lation was especially rapid in the com-
mercial aircraft industry, in which
production was being ramped up in
response to a huge backlog of orders for
new jet aircraft. With the rate of inven-
tory growth outpacing the growth of
final sales in 1997, the stock-to-sales
ratio for the nonfarm sector ticked up
slightly after declining slightly in the
preceding year. Nonetheless, businesses
in general did not appear to be uncom-
fortable with the levels of stocks they
were carrying at year-end.

Corporate Profits and
Business Finance

Despite a fourth-quarter downturn, the
annual economic profits of corporate
businesses—that is, book profits after
inventory valuation and capital con-
sumption adjustments—increased about
91⁄2 in 1997 after gaining 131⁄4 percent
in 1996. Profits from the foreign opera-
tions of these corporations rose only
moderately in 1997, but the profits from
domestic operations, by far the larger
share of the total, posted further strong
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gains—about 16 percent for financial
corporations and more than 9 percent
for nonfinancial corporations, in terms
of annual totals. For the year, the profits
of nonfinancial corporations from
domestic operations amounted to about
131⁄2 percent of the nominal domestic
output of those corporations, up from
73⁄4 percent in 1982 and the highest
annual share since the late 1960s. The
elevated profit share reflected both a
high level of cash flow before interest
costs, which was also at a multiyear
peak relative to output, and the declines
in interest costs that have taken place in
the 1990s. In their profit announcements
for the fourth quarter, few corporations
reported that they had experienced much
fallout from the events in Asia, but
many warned that profits in the first half
of 1998 could be significantly affected.

Despite the rapid growth of profits,
the financing gap for nonfinancial
corporations—capital expenditures less
internal cash flow—widened over the
year, reflecting the strong expansion
of spending on capital equipment and
inventories. Furthermore, on net, firms
continued to retire a large volume
of equity, adding further to borrowing
needs, as substantial gross issuance was
swamped by stock repurchases and

merger-related retirements. Given these
financing requirements, the growth of
nonfinancial corporate debt picked up to
8 percent in 1997.

With the debt of nonfinancial corpora-
tions advancing briskly, the ratio of their
interest payments to cash flow was about
unchanged in 1997 after several years of
decline that had left the ratio at quite a
low level. Consequently, measures of
debt-repayment difficulties also were
very favorable: The default rate on cor-
porate bonds remained extremely low,
and the number of upgrades of debt
about equaled the number of down-
grades. Similarly, only small percent-
ages of business loans at banks were
delinquent or charged off. The rate of
business bankruptcies increased a bit but
was still fairly low.

Businesses continued to find credit
amply supplied at advantageous terms
in 1997. The spreads between yields on
investment-grade bonds and yields on
Treasury securities of similar maturities
remained narrow, varying only a little
during the year. The spreads between
yields on below-investment-grade bonds
and those on Treasury securities fell dur-
ing the year, touching new lows before
widening a bit in the fall; the widening
occurred in large part because these
securities benefited less from the flight
to U.S. assets in response to events in
Asia than did securities of the Treasury.
Banks also appeared eager to lend to
businesses. Large percentages of respon-
dents to the Federal Reserve surveys,
citing stiff competition as the reason,
said they had eased terms on business
loans—particularly the spreads between
loan rates and banks’ cost of funds.
Much smaller percentages reported hav-
ing eased standards on these loans. The
high ratios of stock prices to earnings
indicate that equity finance was also
quite cheap in 1997. Nevertheless, the
market for initial public offerings of
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equity was cooler than in 1996: New
issues were priced below the expected
range more often than above it, and
first-day trading returns were smaller on
average.

The pickup in business borrowing
was widespread across funding sources.
Outstanding commercial paper, which
had declined a bit in 1996, posted strong
growth in 1997, as did bank business
loans. Gross issuance of bonds was
extremely high, particularly bonds rated
below investment grade. Such lower-
rated bonds made up nearly half of all
issuance, a new record. Although sales
of new investment-grade bonds slowed
a bit in the fall, corporations were appar-
ently waiting out the market volatility
at that time. The financing of income
properties—residential apartments and
commercial buildings—expanded fur-
ther in 1997; banks, real estate invest-
ment trusts, and commercial-mortgage-
backed securities were the most
significant sources of funds.

The Government Sector

Federal Expenditures,
Receipts, and Finance

Nominal outlays in the unified budget
increased about 21⁄2 percent in fiscal
year 1997 after moving up 3 percent in
fiscal 1996. Fiscal 1997 was the sixth
consecutive year in which the growth of
spending was less than the growth
of nominal GDP. During that period,
spending as a percentage of nominal
GDP fell from about 221⁄2 percent to just
over 20 percent. The set of factors that
combined to bring about this result
includes implementation of fiscal poli-
cies aimed at reducing the deficit, which
has helped slow the growth of discre-
tionary spending and spending on some
social and health services programs, and

the strength of the economy, which has
reduced outlays for income support.

In nominal terms, small to moderate
increases were recorded in most major
expenditure categories in fiscal 1997.
Net interest outlays, which have been
accounting for about 15 percent of total
unified outlays in recent years, rose only
a small amount in 1997, as did nominal
outlays for defense and for income secu-
rity. Expenditures on Medicaid rose
moderately for a second year after hav-
ing grown very rapidly for many years;
spending in this category has been
restrained of late by the strong economy,
the low rate of inflation in the medical
area, and policy changes in the Medi-
caid program. Policy shifts and the
strong economy also cut into outlays for
food stamps, which fell about 10 percent
in fiscal 1997. By contrast, spending on
Medicare continued to rise at about three
times the rate of total federal outlays.
Growth of outlays for social security
also exceeded the rate of rise of total
expenditures.

Real federal outlays for consumption
and gross investment, the part of federal
spending that is counted in GDP,
declined slightly, on net, from the fourth
quarter of 1996 to the fourth quarter of
1997. Real outlays for defense, which
account for about two-thirds of the
spending for consumption and invest-
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ment, edged lower, as did nonde-
fense outlays. Because of much larger
declines in most other recent years, the
level of real defense outlays at the end
of 1997 was down about 23 percent
from its level at the end of the 1980s;
total real outlays for consumption and
investment dropped nearly 15 percent
over that period.

Federal receipts rose faster than nomi-
nal GDP in fiscal 1997 for a fifth con-
secutive year; receipts were 193⁄4 per-
cent of GDP, up from 173⁄4 percent in
fiscal 1992. The ratio tends to rise dur-
ing business expansions, mainly because
of cyclical increases in the share of prof-
its in nominal GDP. In recent years, the
ratio has also been boosted by the tax
increases included in the Omnibus Rec-
onciliation Act of 1993, by a rise in the
share of income going to high-income
taxpayers, and by receipts from surging
capital gains realizations, which raise
the numerator of the ratio but not the
denominator because capital gains real-
izations are not part of GDP. In fiscal
1997, combined receipts from individual
income taxes and social insurance taxes,
which account for about 80 percent of
total receipts, moved up about 91⁄2 per-
cent, even more than in fiscal 1996.
Receipts from taxes on corporate profits
were up about 6 percent after increasing
about 91⁄2 percent in fiscal 1996. The
total rise in receipts in fiscal 1997,
coupled with the subdued rate of in-
crease in nominal outlays, resulted in a
budget deficit of $22 billion, down from
$107 billion in the preceding fiscal year.

With the budget moving close to bal-
ance, federal borrowing slowed sharply
in 1997. The Treasury responded to the
smaller-than-expected borrowing need
by selling fewer bills so as to keep its
auctions of coupon securities predict-
able and of sufficient volume to main-
tain the liquidity of the secondary mar-
kets. The result was an unusually large

net redemption of bills, which at times
pushed yields on short-term bills down
relative to yields on other Treasury
securities and on short-term private
obligations.

The year saw the first issuance by the
Treasury of inflation-indexed securities.
The Treasury sold indexed ten-year
notes in January and April, and five-year
notes in July and October; a sale of
indexed thirty-year bonds was sched-
uled for April 1998. At Treasury auc-
tions, investor interest in the securities
was substantial, with the ratios of
received bids to accepted bids resem-
bling those for nominal securities. As
expected, most of the securities were
quickly acquired by final investors, and
the trading volume as a share of the
outstanding amount was much smaller
than for nominal securities.

An important macroeconomic impli-
cation of the reduced federal deficit was
that the federal government ceased to
be a negative influence on the level of
national saving. The improvement in the
federal government’s saving position in
recent years has more than accounted
for a rise in the total gross saving of
households, businesses, and govern-
ments, from about 141⁄2 percent of gross
national product earlier in the decade,
when federal government saving was at
a cyclical low and highly negative, to
more than 17 percent in 1997. This rise
in domestic saving, along with increased
borrowing from abroad, has financed the
rise in domestic investment during this
expansion. Still higher rates of saving
and investment were the norm two or
three decades ago, when the personal
saving rate was a good bit above its
level in recent years.

State and Local Governments

The real outlays of state and local gov-
ernments for consumption and invest-
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ment moved up 2 percent over the four
quarters of 1997, a rise similar to the
average rate of increase since the start
of the 1990s. Investment expenditures,
which have grown about 21⁄2 percent
a year in this decade, rose at less than
half that pace in 1997. However, real
consumption expenditures increased
21⁄4 percent, a touch above the average
thus far in the decade. Compensation
of government employees, which
accounts for about three-fifths of real
consumption and investment expendi-
tures, rose about 13⁄4 percent in 1997
and has increased at an annual rate of
only about 11⁄4 percent since the end of
the 1980s.

The efforts of state and local govern-
ments to hold down their labor expenses
were also evident in other data. The
employment cost index for nominal
hourly compensation of workers
employed by state and local govern-
ments increased 21⁄4 percent in 1997, a
little less than in 1996 and the smallest
annual increase in the seventeen-year
history of the series. The increase in
the average hourly wage of state and
local government employees was about
23⁄4 percent, roughly the same as the
gain in 1996. The average hourly cost of
the benefit packages provided to state
and local government employees rose
only 11⁄4 percent, a percentage point less
than the 1996 increase.

With costs contained and receipts
continuing to rise as the economy has
grown, financial pressures that were evi-
dent among state and local governments
earlier in the expansion have dimin-
ished. The increased breathing room in
the budgets of recent years is apparent
in the consolidated current account of
these governments: Surpluses in that
account, excluding those that are ear-
marked for social insurance funds, had
dipped to a low of about 11⁄2 percent of
nominal receipts in 1991, but they have

been larger than 3 percent of receipts in
each of the past three years.

State and local debt expanded about
51⁄2 percent in 1997 after changing little
in 1996 and declining in the two preced-
ing years. In those earlier years, munici-
pal debt outstanding had been held down
by the retirement of bonds that were
‘‘advance refunded’’ in the early 1990s.
In such operations, funds that had earlier
been raised and set aside were used to
refund debt as it became callable. By the
end of 1996, however, the stock of such
debt had apparently been largely worked
down.

The Labor Market

Employment, Productivity,
and Labor Supply

More than 3 million jobs were added
to nonfarm payrolls in 1997—a gain
of nearly 23⁄4 percent, measured from
December to December. Patterns of hir-
ing mirrored the broadly based gains
in output and spending. Manufactur-
ing, construction, trade, transportation,
finance, and services all exhibited appre-
ciable strength. In manufacturing, the
1997 rise in the job count followed two
years of little change; in the other sec-
tors the 1997 gains came on top of sub-
stantial increases in other recent years.
Especially rapid increases were posted
in some of the services industries,
including computer services, manage-
ment services, education, and recreation.
Employment at suppliers of personnel, a
category that includes the agencies that
supply help on a temporary basis, also
increased appreciably in 1997, but the
gains in this category fell considerably
short of those seen in most previous
years of the expansion. Help-supply
firms reported that shortages of work-
ers were limiting the pace of their
expansion.
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Labor productivity has risen rapidly
over the past two years. The 1996 gain
in output per hour in the nonfarm busi-
ness sector was about 13⁄4 percent, and
the 1997 increase was larger still—a bit
more than 2 percent, according to the
estimates as of March 1998. Although
the average rate of productivity increase
since the end of the 1980s has been only
a little above 1 percent a year, the data
for the past two years provide indica-
tions that sustained high levels of invest-
ment in new technologies may finally be
translating into a stronger trend.

The civilian unemployment rate fell
more than 1⁄2 percentage point from
the fourth quarter of 1996 to the fourth
quarter of 1997, to an average of just
under 43⁄4 percent. For most of the year,
the rate was somewhat below the lowest
rate during the expansion of the 1980s.
A variety of survey data indicated that
firms were having increased difficulty
filling jobs.

After moving up a step in 1996, the
labor force participation rate continued
to edge higher in 1997. Without the
increment to labor supply from
increased participation over these two
years, the unemployment rate would
have fallen to an even lower level.
Changes in the welfare system may have
contributed to the small rise in participa-
tion in 1997; however, the extent of the
contribution is unclear because of the
difficulties of disentangling it from the
normal tendency of participation to rise
when the labor market is tight. Even
though one-third of the adult population
remained outside the labor force in
1997, the vast majority of those indi-
viduals likely were in pursuits that
tended to preclude their workforce par-
ticipation, such as retirement, schooling,
or housework. The percentage of the
working age population interested in
work but not actively seeking it moved
down further, to 21⁄4 percent in the
fourth quarter, a record low in the his-
tory of a series that began in 1970.

Wages and Hourly Compensation

The employment cost index for hourly
compensation in private industry
increased 3.4 percent from December
1996 to December 1997. This rise
exceeded that of the preceding year by
0.3 percentage point and that of 1995 by
0.8 percentage point. Although the
patterns of change in hourly pay varied
considerably by industry and occupation
from 1995 to 1997, the overall step-up
seems to have been prompted, in large
part, by the tightening of labor markets.
The implementation of a higher mini-
mum wage also appears to have been a
factor in some industries and occupa-
tions, although its impact is difficult to
assess precisely.

The wage and salary component of
hourly compensation rose faster in 1997

Labor Market Conditions
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Note. The data are from the Department of Labor.
The break in the unemployment rate data at January 1994
marks the introduction of a redesigned survey; data from
that point on are not directly comparable with those of
earlier periods.
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than in any previous year of the expan-
sion. Annual increases in the employ-
ment cost index for wages and salaries
in private industry amounted to 2.8 per-
cent in both 1994 and 1995, but the
increases in 1996 and 1997 were
3.4 percent and 3.9 percent respectively.
Wages and salaries in the service-
producing industries accelerated nearly
a full percentage point in 1997, pushed
up, especially, by sharp pay increases
in the finance, insurance, and real
estate sector, in which commissions and
bonuses were boosted by high levels of
mortgage refinancing and trading activ-
ity. By contrast, hourly wages in the
goods-producing industries slowed a
couple of tenths of a percentage point in
1997; the annual gains in these indus-
tries have been around 3 percent, on
average, in each of the past six years.

Although the costs of the fringe bene-
fits that companies provide to their
employees also picked up in 1997, the
2.3 percent increase was not large by
historical standards. As in other recent
years, benefit costs in 1997 were
restrained by a variety of influences.
Most notably, the price of health care
continued to rise at a subdued pace, and
the ongoing strength of the economy
limited the need for payments by firms
to state unemployment trust funds. Even
though some firms reported seeing
renewed sharp increases in health care
costs during the year, the employment
cost data suggest that most firms were
still keeping those costs under fairly
tight control.

With nominal hourly compensation in
almost all industries moving ahead at a
pace faster than inflation, workers’ pay
generally increased in real terms—and
the real gains were substantial in many
occupations. Indeed, the employment
cost index does not capture some of the
forms of compensation that employers
have been using to attract and retain

workers—stock options and signing
bonuses, for example.

Prices

Indications of a slowing of inflation in
1997 were widespread in the various
measures of aggregate price change. The
consumer price index, which rose more
than 3 percent over the four quarters of
1996, increased slightly less than 2 per-
cent over the four quarters of 1997 as
energy prices turned down and increases
in food prices slowed. The CPI
excluding food and energy—a widely
used gauge of the underlying trend of
inflation—rose only 21⁄4 percent in 1997
after increasing 3 percent in 1995 and
21⁄2 percent in 1996. The CPI for com-
modities other than food and energy rose
about1⁄2 percent over the four quarters
of 1997 after moving up slightly
more than 1 percent over 1996. Price
increases for non-energy services, which
have a much larger weight than com-
modities in the CPI excluding food and

Change in Prices
Percent, Q4 to Q4
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Based on data from the Department of Labor.
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energy, also slowed a little in 1997; the
3 percent rise was about1⁄4 percentage
point less than the increase during 1996.
Only small portions of the slowdowns
from 1996 to 1997 in the total CPI and
in the CPI excluding food and energy
were the result of technical changes
implemented by the Bureau of Labor
Statistics.1

Other aggregate price measures also
decelerated in 1997. The chain-type
price index for gross domestic
purchases—the broadest measure of
prices paid by U.S. households, busi-
nesses, and governments—increased
slightly more than 11⁄4 percent in 1997
after moving up 21⁄4 percent in 1996.
The chain-type price index for gross
domestic product—a measure of price
change for the goods and services
produced in this country (rather than

the goods and services purchased)—
increased 13⁄4 percent after rising
21⁄4 percent in 1996. The smaller 1997
rise in the price index for aggregate
purchases relative to that for aggregate
production was mainly a reflection of
declines in the prices of imports. Both
the price measure for production and the
price measure for purchases were influ-
enced importantly by falling computer
prices; the CPI was less influenced by
these prices, as it gave small weight to
computers through 1997. (It has started
weighting them more heavily in 1998.)

In real terms, imports of goods and
services account for approximately
15 percent of the total purchases of
households, businesses, and govern-
ments located in the United States.
However, that figure probably under-
states the degree of restraint that falling
import prices have imposed on inflation
in recent years, because the lower prices
for imports also make domestic produc-
ers of competing products less likely to
raise prices. Prices have also been
restrained by large additions to manu-
facturing capacity in this country,
amounting to more than 5 percent a year
over the past three years; this capacity
growth has helped to stave off the bottle-
necks that have so often developed in
the advanced stages of other postwar
business expansions. A gain in manu-
facturing production of more than 6 per-
cent in 1997 was accompanied by only a
moderate increase in the factory operat-
ing rate, which at year-end remained
well below the highs reached in other
recent expansions and the peak for this
expansion, which was recorded at the
start of 1995.

Reflecting the ample domestic supply
and the effects of competition from
goods produced abroad, the producer
price index for finished goods declined
about3⁄4 percent from the fourth quarter
of 1996 to the fourth quarter of 1997;

1. In recent years, the Bureau of Labor Statis-
tics has introduced a number of technical changes
in its procedures for compiling the CPI, with the
aim of obtaining a more accurate measure of price
change. Typically, the changes have had only
small effects on the results for any particular year,
but their cumulative effects are somewhat larger
and have tended to hold down the reported
increases relative to what would have been
reported with no changes in procedures. Apart
from the procedural changes, the reported rate of
rise from 1998 forward will also be affected by
an updating of the CPI market basket, an action
that the BLS undertakes approximately every ten
years.

Change in Prices
Percent

Price measure 1996 1997

Fixed-weight
Consumer price index. . . . . . . . . . . . . . 3.2 1.9

Excluding food and energy. . . . . . 2.6 2.2

Chain-type
Personal consumption expenditures . 2.7 1.5

Excluding food and energy. . . . . . 2.3 1.5
Gross domestic purchases. . . . . . . . . . 2.3 1.3
Gross domestic product. . . . . . . . . . . . 2.3 1.8

Note. Changes are based on quarterly averages and
are measured to the fourth quarter of the year indicated
from the fourth quarter of the preceding year.
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excluding food and energy, it rose only
fractionally. Prices of domestically pro-
duced intermediate materials (other than
food and energy) also rose only slightly,
on net. The prices of raw industrial com-
modities, many of which are traded
in international markets, declined over
the year; the weakness of prices in these
markets was especially pronounced in
late 1997, when the crises in Asia were
worsening.

After moving up more than 4 percent
in 1996, the consumer price index for
food increased only 13⁄4 percent in 1997.
Impetus for the large increase in 1996
had come from a surge in the price
of grain, which peaked around the
middle of that year; thereafter, grain
prices dropped back considerably. An
echo of the up-and-down price pattern
for grain appeared at retail in the form
of sharp price increases for meats, poul-
try, and dairy products in 1996 followed
by small to moderate declines for most
of those products in 1997. Moderate
price increases were posted at retail for
most other food categories over the year.

The CPI for energy traced out an even
larger swing than the price of food: A
jump of 71⁄2 percent over the four quar-
ters of 1996 was followed by a decline
of about 1 percent over the four quarters
of 1997. As is usually the case in this
sector, the key to the changes in con-
sumer energy prices was the price of
crude oil, which in 1997 more than
reversed the run-up of the preceding
year.

Surveys in which respondents are
asked to state their expectations of
future rates of price increase showed
inflation expectations coming down a
bit further in 1997. A lowering of infla-
tion expectations has long been viewed
as an essential ingredient in the pursuit
of price stability, and the data of recent
years have pointed to ongoing progress
in that regard.

Credit, Money, Interest Rates,
and Equity Prices

Credit and Depository
Intermediation

The debt of the domestic nonfinancial
sectors grew about 5 percent in 1997, in
the middle of the range established by
the FOMC and about the same as in
1996, when it grew 51⁄4 percent. The
slight deceleration was attributable to
the federal component, which, because
of the reduced budget deficit, rose
less than 1 percent after having risen
33⁄4 percent in 1996. Nonfederal debt
grew 61⁄2 percent, a bit more than in
1996, as the step-ups in borrowing by
businesses and by state and local gov-
ernments more than offset the decelera-
tion of household debt.

Depository institutions increased their
share of credit flows in 1997, with credit
on their books expanding 63⁄4 percent,
up appreciably from growth in 1996.
The growth of bank credit, adjusted to
remove the effects of mark-to-market
accounting rules, picked up to an
81⁄2 percent pace, the largest rise in ten
years; and banks’ share of domestic non-
financial debt outstanding climbed to
its highest level since 1988. Holdings
of securities—which constitute about
one-fourth of bank credit—expanded at

Total Domestic Nonfinancial Debt
Trillions of dollars

1996 1997

14.5

15.0

15.5

Actual

Range

7%

3%

Note. The range was adopted by the FOMC for the
period from 1996:Q4 to 1997:Q4.
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a brisk pace in 1997 after declining
in 1995 and remaining flat in 1996.
Loans—which make up the remainder
of bank credit—advanced a bit more
quickly in 1997 than in 1996, though
more slowly than in 1995.

The increase in bank loans occurred
despite a net decline in consumer loans
on banks’ books resulting both from
sharply slower growth in loans origi-
nated by banks and from continued
securitization of those loans. Real estate
loans at banks, by contrast, posted solid
growth, boosted by a pickup in home
mortgages, rapid growth in home equity
loans, which in part were substituting
for consumer loans, an acceleration in
commercial real estate lending, and the
acquisition of thrift institutions by
banks. Commercial and industrial loans
also expanded considerably in 1997,
reflecting both the general rise in the
demand by businesses for funds and an
increase in banks’ share of the nonmort-
gage business credit market as they
competed vigorously for business loans.

The rapid growth of banks’ assets was
facilitated by their continued high profit-
ability and abundance of capital; at the
end of the fourth quarter, 98 percent
of bank assets were at well-capitalized
institutions. Problems with the repay-
ment performance of consumer loans—
which, while not deteriorating further,
remained elevated by historical
standards—hurt some banks; however,
overall loan delinquency and charge-off
rates stayed quite low, and measures of
banks’ profitability held at the elevated
levels they have occupied for several
years. Profits at a few large bank hold-
ing companies were reduced in the
fourth quarter by trading losses resulting
from the events in Asia. Nonetheless,
the profits of the industry as a whole
remained robust.

The profits and capital levels of thrift
institutions, like those of banks, were

high in 1997, and thrifts also were
aggressive lenders. The outstanding
amount of credit extended by thrifts
grew about1⁄2 percent, but the sluggish-
ness was due entirely to the acquisitions
of thrifts by commercial banks; among
thrifts not acquired during the year, asset
growth was similar to that of banks.

The Monetary Aggregates

Boosted in part by the need of deposi-
tory institutions to fund substantial
growth in their credit, M3 shot up
in 1997, expanding 83⁄4 percent; this
growth was well above the 2 percent to
6 percent annual range established by
the FOMC and intended to suggest the
rate of growth over the long run that
would be consistent with price stability.
M3 was also boosted by a shift in
sources of funding—mostly at U.S.
branches and agencies of foreign
banks—from borrowings from related
offices abroad, which are not included in
M3, to large time deposits issued in the
United States, which are. Also contribut-
ing to the strength in M3 was the rapid
growth of institution-only money funds,
a result of gains by such funds in provid-
ing corporate cash management ser-
vices. Corporations that manage their
own cash often keep their funds in short-
term assets that are not included in M3.

Although the growth of M2 did not
match that of M3, it did increase at a
brisk 51⁄2 percent rate in 1997. As the
Committee had anticipated, the growth
of this aggregate was somewhat above
the upper bound of its 1 percent to 5 per-
cent annual range, which, like that of
M3, had been chosen to be consistent
with expected M2 growth under condi-
tions of price stability. Because short-
term interest rates responded only
slightly to System tightening in March,
the opportunity cost of holding M2—the
interest earnings forgone by owning M2
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assets rather than money market instru-
ments such as Treasury bills—was about
unchanged over the year. As M2 grew at
about the same rate as nominal GDP, its
velocity was also essentially unchanged.
The ups and downs of M2 growth in
1997 tended to mirror those of the
growth of nominal output. M2 expanded
more slowly in the second quarter than
in the first, consistent with the cooling
of nominal GDP growth and almost
unchanged opportunity costs. In the sec-
ond half of the year, M2 growth picked
up, roughly pacing the growth of nomi-
nal GDP. In the fall, M2 may also have
been boosted a little by volatility in
equity markets, which may have led
some households to seek the relative
safety of M2 assets.

For several decades before 1990, M2
velocity responded positively to changes
in its opportunity costs and otherwise
showed little net movement over time.
This pattern was disturbed in the early
1990s in part by households’ apparent
decision to shift funds out of lower-
yielding M2 deposits into higher-
yielding stock and bond mutual funds,
which raised M2 velocity even as oppor-
tunity costs were declining. The move-
ments in the velocity of M2 from 1994
into 1997 appear to have again been
explained by changes in opportunity

costs, along with some residual upward
drift. This drift suggests that some
households may still have been in the
process of shifting their portfolios
toward non-M2 assets. There was no
uptrend in velocity over the second half
of 1997, perhaps because of the declin-
ing yields on intermediate- and long-
term debt and the greater volatility and
lower average returns of stock mutual
funds. However, given the aberrant
behavior of velocity during the 1990s
in general, considerable uncertainty
remains about the relationship between
the velocity and opportunity cost of M2
in the future.

Stock of M3
Trillions of dollars
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Note. The range was adopted by the FOMC for the
period from 1996:Q4 to 1997:Q4.
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month Treasury bill rate less the weighted average return
on assets included in M2.
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Annual Rate of Change in Reserves, Money Stock, and Debt Aggregates
Percent

Item 1994 1995 1996
1997

Year Q1 Q2 Q3 Q4

Depository institution reserves1

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .−1.2 −4.9 −11.6 −6.3 −8.3 −14.3 −1.8 −1.3
Nonborrowed plus extended credit. . . . . . . . . . . . −1.4 −4.9 −11.6 −6.4 −7.2 −16.0 −3.4 .7
Required. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .−1.1 −5.2 −11.9 −7.3 −8.4 −15.0 −2.4 −4.1
Monetary base2 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.4 4.0 3.8 6.0 5.3 3.7 6.3 8.1

Concepts of money3
M1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.5 −1.6 −4.5 −1.2 −1.4 −4.5 .3 .8

Currency . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.1 5.4 5.7 7.5 6.9 6.4 7.0 8.7
Demand deposits. . . . . . . . . . . . . . . . . . . . . . . . . . .6 1.4 2.9 −2.0 .6 −4.9 .0 −3.7
Other checkable deposits. . . . . . . . . . . . . . . . . . . −1.8 −10.6 −22.8 −12.2 −16.0 −20.1 −10.1 −4.7

M2 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .6 3.9 4.6 5.6 5.1 4.4 5.4 6.8
Non-M1 components. . . . . . . . . . . . . . . . . . . . . . −.2 6.6 8.7 8.2 7.7 7.9 7.3 9.0

Savings (including MMDAs) . . . . . . . . . . . . −4.2 −3.3 12.0 9.9 9.3 9.6 7.1 12.2
Small denomination time deposits. . . . . . . . 2.4 15.3 1.8 1.9 1.8 2.4 2.6 .7
Retail money market mutual funds. . . . . . . 7.6 18.5 14.5 15.8 14.7 13.5 16.1 15.6

M3 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.7 6.1 6.9 8.8 8.0 7.7 8.110.2
Non-M2 components. . . . . . . . . . . . . . . . . . . . . . 6.7 15.4 15.7 20.0 18.0 18.9 16.8 20.8

Large-denomination time deposits. . . . . . . . 7.3 15.9 16.4 18.1 18.4 20.9 16.1 12.7
Institution-only money market mutual

funds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . −4.1 24.7 20.9 21.0 18.4 18.1 19.6 22.0
Repurchase agreements. . . . . . . . . . . . . . . . . . 13.5 5.8 4.5 17.0 6.1 6.8 13.5 38.3
Eurodollars. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 21.5 11.4 21.7 30.4 35.8 32.2 18.6 23.4

Domestic nonfinancial sector debt. . . . . . . . . . . . . . . 4.9 5.4 5.3 4.9 4.4 5.0 4.2 5.8
Federal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.7 4.4 3.7 .6 1.8 .4 −.6 .9
Nonfederal. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.6 5.8 5.8 6.5 5.4 6.6 5.9 7.4

Note. Changes for quarters are calculated from the
average amounts outstanding in each quarter. Changes for
years are measured from Q4 to Q4. Based on seasonally
adjusted data.

1. Data on reserves and the monetary base incorporate
adjustments for discontinuities associated with regulatory
changes in reserve requirements.

2. The monetary base consists of total reserves; plus
the currency component of the money stock; plus, for all
quarterly reporters, and for all weekly reporters without
required reserve balances, the excess of current vault cash
over the amount applied to satisfy current reserve require-
ments. For further details, see the Federal Reserve’s H.3
Statistical Release.

3. M1 consists of currency in circulation excluding
vault cash; travelers checks of nonbank issuers; demand
deposits at all commercial banks other than those due to
depository institutions, the U.S. government, and foreign
banks and official institutions, less cash items in the
process of collection and Federal Reserve float; and other
checkable deposits, which consist of negotiable orders
of withdrawal and automatic transfer service accounts at
depository institutions, credit union share draft accounts,
and demand deposits at thrift institutions.

M2 is M1 plus savings deposits (including money
market deposit accounts); small-denomination time
deposits (including retail repurchase agreements), from
which have been subtracted all individual retirement
accounts (IRAs) and Keogh accounts at commercial
banks and thrift institutions; and balances in taxable and
tax-exempt retail money market mutual funds (money
funds with minimum initial investments of less than
$50,000), excluding IRAs and Keogh accounts.

M3 is M2 plus large-denomination time deposits at all
depository institutions other than those due to money
stock issuers; balances in institution-only money market
mutual funds (money funds with minimum initial invest-
ments of $50,000 or more); wholesale RP liabilities (over-
night and term) issued by all depository institutions, net
of money fund holdings; and Eurodollars (overnight and
term) held by U.S. residents at all banking offices in
Canada and the United Kingdom and at foreign branches
of U.S. banks worldwide, net of money fund holdings.
For further details, see the Federal Reserve’s H.6 Statisti-
cal Release.
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M1 fell 11⁄4 percent in 1997. As has
been true for the past four years, the
growth of this aggregate was depressed
by the adoption by banks of retail sweep
programs, whereby balances in trans-
actions accounts, which are subject to
reserve requirements, are ‘‘swept’’ into
savings accounts, which are not. Sweep
programs benefit depositories by reduc-
ing their required reserves, which earn
no interest. At the same time, they do
not restrict depositors’ access to their
funds for transactions purposes, because
the funds are swept back into transac-
tions accounts when needed. The initia-
tion of programs that sweep funds out of
NOW accounts—in 1997 the most com-
mon form of retail sweep programs—
appears to be slowing, but sweeps of
household demand deposits have picked
up, and the estimated total amount by
which sweep account balances increased
in 1997 was similar to that in 1996.
Adjusted for the initial reduction in
transactions accounts resulting from the
introduction of new sweep programs,
M1 expanded 6 percent in 1997, a little
above its sweep-adjusted growth in
1996.

The drop in transactions accounts
caused required reserves to fall 71⁄4 per-
cent in 1997. Despite this decline, the
monetary base grew 6 percent, boosted
by a hefty advance in currency. Cur-
rency again benefited from foreign
demand, as overseas shipments contin-
ued at the elevated levels seen in recent
years. Moreover, domestic demand for
currency expanded sharply in response
to the strong domestic spending.

The Federal Reserve has been con-
cerned that as the steady decline in
required reserves of recent years is
extended, the federal funds rate may
become significantly more volatile.
Required reserves are fairly predictable
and must be maintained on only a two-
week average basis. As a result, the

unavoidable daily mismatches between
reserves made available through open
market operations and desired reserves
typically have been fairly small, and
their effect on the federal funds rate has
been muted. However, banks also hold
reserve balances at the Federal Reserve
to avoid overdrafts after making pay-
ments for themselves and their custom-
ers. This component of the demand for
reserves is difficult to predict, varies
considerably from day to day, and must
be fully satisfied each day. As required
reserves have declined, the demand for
balances at the Federal Reserve has
become increasingly dominated by these
more changeable daily payment-related
needs. Nonetheless, federal funds vola-
tility did not increase noticeably in
1997. In part this was because the Fed-
eral Reserve intervened more frequently
than in the past with open market opera-
tions of overnight maturity in order to
better match the supply of and demand
for reserves each day. In addition, banks
made greater use of the discount win-
dow, increasing the supply of reserves
when the market was excessively tight.
Significant further declines in reserve
balances, however, do risk increased
federal funds rate volatility, potentially
complicating the money market opera-
tions of the Federal Reserve and of the
private sector. One possible solution to
this problem is to pay banks interest on
their required reserve balances, reducing
their incentive to avoid holding such
balances.

Interest Rates and Equity Prices

Interest rates on intermediate- and long-
term Treasury securities moved lower,
on balance, in 1997. Yields rose early in
the year as market participants became
concerned that strength in aggregate
demand would further tighten resource
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utilization margins and increase infla-
tion unless the Federal Reserve took
countervailing action. Over the late
spring and summer, however, as growth
moderated some and inflation remained
subdued, these concerns abated signifi-
cantly, and longer-term interest rates
declined. Further reductions came in the
latter part of the year as economic prob-
lems mounted in Asia. On balance,
between the end of 1996 and the end
of 1997, the yields on ten-year and
thirty-year Treasury bonds fell about
70 basis points. At year-end, rates were
approaching their levels of the late
1960s and early 1970s, when the
buildup of inflation expectations was in
its early stages.

Survey measures of expectations for
longer-horizon inflation generally did
move lower in 1997, but by less than the
drop in nominal yields. As a result, esti-
mates of the real longer-term interest
rate calculated by subtracting these mea-
sures of expected inflation from nominal
yields indicate a slight decline in real
rates over the year. In contrast, yields on
the inflation-indexed ten-year Treasury
note rose about a quarter percentage
point between mid-March (when market
participants seem to have become more
comfortable with the new security) and
the end of the year. The market for the

indexed securities is sufficiently small
that their yields can fluctuate tempo-
rarily as a result of moderate shifts in
supply or demand. Indeed, much of the
rise in the indexed yield came late in
the year, when, in an uncertain global
economic environment, investors’
heightened desire for liquidity may have
made nominal securities relatively more
attractive.

With real longer-term interest rates
remaining low and corporate profits
growing strongly, equities had another
good year in 1997, and major stock
indexes rose 20 percent to 30 percent.
Although stocks rose early in the year,
they fell with the upturn in interest rates
in February. As interest rates subse-
quently declined and earnings reports
remained quite upbeat, the markets
again advanced, with most broad
indexes of stock prices reaching new
highs in the spring. Advances were
much more modest, on balance, over
the second half of the year. Valuations
seemed already to have incorporated
very robust earnings growth, and in
October, deepening difficulties in Asia
evidently led investors to lower their
expectations for the earnings of some
U.S. firms, particularly high-technology
firms and money center banks. Through
the remainder of the fourth quarter,
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stock prices remained volatile but dis-
played little trend.

Despite the strong performance of
earnings in 1997 and the slower rise of
stock prices in the second half of the
year, valuations seemed to reflect a com-
bination of expectations of quite rapid
future earnings growth and a historically
small risk premium on equities. The gap
between the market’s forward-looking
earnings–price ratio and the real interest
rate, measured by the ten-year Treasury
rate less a survey measure of inflation
expectations, was at the smallest sus-
tained level in 1997 in the eighteen-year
period for which these data are avail-
able. Declines in this gap generally
imply either that expected real earnings
growth has increased or that the risk
premium over the real rate investors use
when valuing those earnings has fallen,
or both. Survey estimates of stock ana-
lysts’ expectations of long-term nominal
earnings growth were, in fact, the high-
est observed in the fifteen years for
which these data are available. Because
inflation has trended down over the past
fifteen years, the implicit forecast of the
growth in real earnings departs even
further from past forecasts. However,
even with this forecast of real earnings
growth, the level of equity valuation
suggested that investors were also
requiring a lower risk premium on equi-
ties than has generally been the case in
the past, a hypothesis supported by the
low risk premiums evident in corporate
bond yields in 1997.
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International Developments in 1997

In 1997 economic growth accelerated in
the major foreign industrial countries,
with the exception of Japan, where
growth slowed sharply under fiscal
tightening imposed in an atmosphere
of already depressed confidence in the
economy and distress in the banking
system. Unemployment remained near
its record high level in Japan and stayed
high or rose in continental Europe
despite a pickup in economic growth.
Budget deficits declined in several Euro-
pean countries, partly under the influ-
ence of measures inspired by the Maas-
tricht Treaty objective for 1997,1 and
the budget moved into surplus in Can-
ada. Improving budget balances and
steady or falling inflation—which in
1997 was less than 2 percent on average
in the foreign G-10 countries—helped
move long-term interest rates signifi-
cantly lower abroad.2

Economic growth in most Asian
developing countries slowed in 1997,
with widespread financial turmoil in the
area depressing activity in the latter part
of the year. The pace of economic activ-
ity also generally moderated in Latin
America, except in Mexico and Venezu-
ela, where growth was more robust. Out-
put expanded slightly in Russia after
declining for six straight years; most of
the other republics of the former Soviet

Union also showed signs of growth. The
countries of central and eastern Europe
continued to experience generally mod-
erate growth. Economic activity in
Africa expanded, but more slowly than
during the spurt of the previous year,
and activity in the Middle East, which
had been showing signs of acceleration,
stagnated again in 1997.

The U.S. trade deficit in goods and
services in 1997, at $114 billion, was
little different from that in the preced-
ing year. Both exports and imports
expanded vigorously, especially during
the first half of the year. Exports slowed
later in the year, even before the effects
of deteriorating economic and financial
conditions in Asia began to be felt.

The current account deficit widened
in 1997, to $166 billion from $148 bil-
lion in 1996, as a result of rising net
payments on the large, negative U.S.
investment position. A record net accu-
mulation of assets in the United States
by private foreigners exceeded the level
of net capital inflows needed to balance
the current account deficit in 1997. For-
eign official assets in the United States
also increased, but only slightly, in sharp
contrast to the massive inflows of the
previous two years.

The exchange value of the dollar rose
over 1997 in terms of all major foreign
currencies except the U.K. pound. The
dollar moved up sharply against the cur-
rencies of most continental European
countries and Japan, where economic
activity was moderate or even slow rela-
tive to that in the United States. The
dollar also appreciated dramatically in
terms of the currencies of several major
Asian countries, particularly in the
second half of the year, when these

1. According to the Maastricht Treaty, only
those countries that had a general government
deficit of 3 percent of gross domestic product or
less in 1997 may participate in the European
Monetary Union upon its scheduled commence-
ment at the start of 1999.

2. The G-10 (Group of Ten) countries are
Belgium, Canada, France, Germany, Italy, Japan,
the Netherlands, Sweden, Switzerland, the United
Kingdom, and the United States.
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economies were disrupted by financial
turmoil.

Foreign Economies

In Germany and France, economic
growth was slow early in 1997 but
picked up as the year progressed.
Growth continued to be led by net
exports, although domestic demand did
accelerate in both countries from its
sluggish pace in 1996. In Italy, by con-
trast, net exports were depressed by the
lingering effects of the lira’s apprecia-
tion relative to the dollar and other
major currencies in 1996, somewhat
dampening otherwise solid growth. The
stronger lira had reflected, in part,
improved prospects for Italy’s inclusion
in the first round of European Monetary
Union.

The shortfall of actual output from
estimated potential narrowed slightly
in the major countries of continental
Europe, but the improvement had little
effect on stubborn unemployment.
Reductions in employment subsidies in
the eastern states of Germany raised the
unemployment rate there. In Italy, where
a sizable output gap remained, the slack
in the economy contributed to a signifi-
cant decline in inflation for a second
straight year; prices rose about 11⁄2 per-
cent, the smallest increase since the
late 1960s. Inflation in Germany and
France was also below 2 percent.

Efforts to curtail spending in order to
reduce the general government budget
deficit achieved notable success in Italy.
Germany and France also undertook
several measures to narrow their defi-
cits, including spending cuts and tempo-
rary tax increases. These moves were
motivated by the desire of the major
countries to participate in European
Monetary Union from its commence-
ment, scheduled for January 1999.

Economic growth remained robust in
the United Kingdom through most of
the year, largely because the service sec-
tor expanded at a rapid pace; growth
in manufacturing was weak. By mid-
year, output likely exceeded the level
regarded as sustainable. The official
unemployment rate fell sharply to 5 per-
cent, its lowest point in nearly two
decades. Some of the decline was
related to changes in the system of
unemployment benefits. An apprecia-
tion in sterling relative to other major
currencies reduced import prices,
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but underlying retail price inflation
remained somewhat above the official
target of 21⁄2 percent, as retailers
appeared to increase their profit margins
in the face of strong demand. In these
circumstances, the Monetary Policy
Committee of the newly independent
Bank of England began to tighten mone-
tary conditions.

In Canada, both consumption and
business investment moved significantly
higher in 1997, spurred by the mone-
tary easing of the previous year. These
expenditures overcame a sharp drop in
net exports to narrow the output gap
substantially and push the unemploy-
ment rate below 9 percent. With some
slack left in the economy, however,
inflation fell from the midpoint of the
Bank of Canada’s target range of 1 per-
cent to 3 percent to just below the bot-
tom of the range. Nonetheless, short-
term interest rates were raised sharply in
the second half of the year, largely in
response to the depreciation of the Cana-
dian dollar. With Canada a major com-
modity exporter, the currency was hurt
by the expectation that global demand
for commodities would be adversely
affected by developments in Asia. The
achievement of a budget surplus in Can-
ada reflected sharp spending reductions
over the past four years as well as a
surge in tax receipts from a booming
economy and a rising stock market.

Japan’s economic activity picked up
early in the year in anticipation of the
April 1 increase in the consumption tax
but fell in the second quarter after the
tax came into effect. Economic and
financial performance later in the year
was impeded by concerns that problems
in other Asian economies would spill
over, adversely affecting trade and bank
solvency. As a result of these difficul-
ties, domestic demand declined during
1997, with consumption and investment
particularly weak. The only positive

force on growth was exerted by exports,
spurred by the lagged effect of the
yen’s depreciation over the past two
years. Japan’s weak economy produced
a widening output gap, and unemploy-
ment remained near its postwar high
of 31⁄2 percent. Inflation rose—from zero
in 1996 to 2 percent in 1997—but
only because of the consumption tax
increase.

Economic growth elsewhere in Asia
slowed in 1997, largely because of
financial turmoil in the region in the
second half of the year. Thailand was
the first to be affected, but severe disrup-
tions in financial markets soon spread
to other countries, notably Indonesia
and South Korea. These developments
appeared to be triggered by a crisis of
confidence in the medium-term pros-
pects for these economies given a clus-
ter of factors: substantial external defi-
cits in some of the economies, exchange
rates that generally appeared to be over-
valued, weak financial systems, and
government policy responses to the ini-
tial disruptions that were widely viewed
as inadequate. Pressures persisted de-
spite the provision of financial assis-
tance to several countries under pro-
grams supported by the International
Monetary Fund, and the need for struc-
tural reforms became apparent.
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South Korea and the major econo-
mies of Southeast Asia—Thailand, Ma-
laysia, Indonesia, and the Philippines—
all experienced abrupt and deep
currency depreciation, a collapse in
equity prices, and a sharp increase in
interest rates. As a result, activity sub-
sided throughout the region and actually
declined in the fourth quarter in several
of these countries. For 1997 as a whole,
only Thailand’s economy contracted,
but growth rates were down sharply in
the other countries. Weaker growth and
depreciated currencies in the affected
countries caused their external balances
to start swinging sharply toward sur-
plus late in the year. The sharp currency
depreciations also boosted inflation
rates.

The spread of financial turmoil also
affected China and the economies of
Hong Kong and Taiwan, although not as
virulently as elsewhere. The peg of the
Hong Kong currency to the U.S. dollar
was maintained, and the Chinese
authorities did not change the value
of the yuan. In Taiwan, the authorities
allowed the currency to depreciate
somewhat early in the crisis after briefly
attempting to defend the peg to the dol-
lar. Growth rates in these economies
slowed only moderately on balance from
the rapid pace of the previous year. In
China, surging exports contributed to
the largest trade surplus in the country’s
history.

Growth generally moderated in Latin
America, except in Venezuela, where
a strong recovery from the downturn
of the previous year began. Late in the
year, many Latin American economies
experienced spillover effects from the
financial crisis in Asia. Hardest hit was
Brazil, where interest rates had to be
raised sharply to defend the crawling
currency peg, leading to an abrupt slow-
ing of activity in the final quarter of
the year. Overall, conditions in Mexico

remained relatively favorable: Growth,
though easing from the very rapid pace
of the preceding year, continued to be
robust, inflation declined further, and the
trade balance remained in surplus.

U.S. International Transactions

The vigorous growth of the U.S. econ-
omy in 1997 spurred another year of
strong expansion in real imports of
goods and services. A surge in imports
early in the year subsided only slightly
in later months, resulting in an inflow
about 14 percent greater than in 1996;
imports had also expanded briskly in the
earlier year, at a rate of about 12 per-
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cent. Also encouraging imports was
another round of falling prices for goods
other than oil, importantly influenced by
the strong dollar. The most pronounced
increases in imports were in capital
goods, consumer goods, and automotive
products.

Exports also exhibited strong growth
in 1997, particularly during the first half
of the year. Real exports of goods and
services rose 10 percent after increasing
9 percent the preceding year. Exports
accelerated despite the appreciation of
the dollar because of the pickup in

economic activity in many U.S. trading
partners. Growth of U.S. exports to Latin
America and Canada was particularly
strong, and exports to western Europe
also increased at a healthy pace.

With imports expanding at a some-
what faster pace than exports, the
already sizable U.S. trade deficit wid-
ened a bit further in 1997, from
$111 billion to $114 billion. Because
payments of investment income by U.S.
residents to foreigners exceeded the
reverse flow, the current account deficit
increased by a larger amount. That

U.S. International Transactions
Billions of dollars, seasonally adjusted

Transaction
Year

Quarter

1996 1997

1996 1997p Q4 Q1 Q2 Q3 Q4p

Goods and services, net. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .−111 −114 −26 −29 −26 −30 −29
Exports . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 849 932 220 224 235 235 238

Merchandise. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 612 678 158 162 171 170 175
Services. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 237 253 62 62 63 64 64

Imports . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9601,045 246 253 260 265 267
Merchandise. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 803 877 206 212 218 222 224
Services. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 157 168 40 41 42 42 43

Investment income, net. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3 −14 1 −2 −3 −4 −5
Direct investment, net. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 67 68 19 17 18 17 16
Portfolio investment, net. . . . . . . . . . . . . . . . . . . . . . . . . . . . . −64 −82 −18 −19 −21 −21 −21

Unilateral transfers, private and government, net. . . . . . . . . −40 −39 −12 −9 −9 −9 −12

Current account balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .−148 −166 −37 −40 −38 −43 −46

Private capital flows, net (outflows,−) . . . . . . . . . . . . . . . . . . . 67 246 8 21 58 51 117
Bank-related capital, net (outflows,−) . . . . . . . . . . . . . . . . . −88 −9 −28 −45 * −21 56
U.S. net purchases (−) of foreign securities. . . . . . . . . . . . −108 −79 −30 −15 −22 −39 −4
Foreign net purchases (+) of U.S. securities. . . . . . . . . . . . 289 352 100 87 97 97 72

Treasury securities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 156 163 68 48 45 36 34
Corporate and other non-Treasury bonds. . . . . . . . . . . . 121 122 31 29 30 37 27
Corporate stocks. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13 67 1 10 22 23 12

Direct investment flows, net (outflows,−) . . . . . . . . . . . . . −11 −12 −13 4 −10 3 −8
U.S. direct investment abroad. . . . . . . . . . . . . . . . . . . . . . −88 −119 −31 −27 −37 −23 −33
Foreign direct investment in United States. . . . . . . . . . 77 108 18 31 27 26 25

Foreign holdings of U.S. currency. . . . . . . . . . . . . . . . . . . . . 17 25 8 3 5 7 10
Other corporate capital flows, net. . . . . . . . . . . . . . . . . . . . . −32 −32 −29 −14 −12 4 −10

Foreign official assets in United States (increase, +). . . . . . 122 18 33 29 −5 22 −27

U.S. official reserve assets, net (increase,−) . . . . . . . . . . . . . . 7 −1 * 4 * −1 −5

U.S. government foreign credits and other claims, net. . . . . −1 * * * * * *

Total discrepancy. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . −47 −97 −3 −14 −14 −29 −40
Seasonal adjustment discrepancy. . . . . . . . . . . . . . . . . . . . . 0 0 3 7 −1 −8 3
Statistical discrepancy. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . −47 −97 −6 −21 −13 −21 −43

Note. Components may not sum to totals because of
rounding.

* In absolute value, greater than zero and less than
$500 million.

p Preliminary.
Source. Department of Commerce, Bureau of Eco-

nomic Analysis.
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payments of investment income ex-
ceeded receipts—for the first time in
this century—reflects the large deterio-
ration in the country’s net international
investment position that has accompa-
nied persistent current account deficits
over the past decade and a half.

Both foreign ownership of assets in
the United States and U.S. ownership
of assets abroad increased substantially
in 1997, as they have for several years.
Worldwide, asset holders have become
increasingly willing to expand their
portfolios across borders. The gathering
financial storm in Asia led, particularly
in the last quarter of the year, to sig-
nificant and opposite net shifts in the
holdings of assets in the United States
by foreign authorities and private
foreigners.

Foreign official assets in the United
States rose somewhat in the first nine
months of 1997 but declined sharply
late in the year; the net inflow for the
year was only $18 billion, compared
with $122 billion the year before. The
net outflow in the fourth quarter was
concentrated among Asian countries and
a few developing countries elsewhere
that were experiencing exchange-market
pressures.

The increase in 1997 in the holdings
of U.S. securities by private foreigners
surpassed previous annual increases. Net
purchases of U.S. stocks by private
foreigners were particularly strong, a
record $67 billion. Net purchases of U.S.
Treasury securities by private foreign
parties remained robust; more than
$30 billion net were purchased in Octo-
ber alone, when developments in Asia
increased the attractiveness of holdings
in the United States. (Later in the year,
some Asian investors liquidated their
holdings to obtain needed funds.) Net
purchases of U.S. corporate and other
bonds also stayed high. In addition to
these inflows, foreign direct investment

in the United States amounted to a
record $108 billion, largely the conse-
quence of an ongoing trend of mergers
and acquisitions between U.S. and for-
eign companies.

U.S. direct investment abroad reached
a record high of $119 billion in 1997.
U.S. net purchases of foreign securities
were $76 billion in the first three quar-
ters of 1997, a little below the pace for
1996, but net purchases in this category
fell sharply in the fourth quarter, prob-
ably reflecting wider perception of
increased risk as a result of the financial
market turmoil in Asia. Banks in the
United States reported a large increase
in net claims on foreigners in the first
quarter, but much of this outflow was
reversed later in the year.

Recorded net outflows of capital
exceeded the current account deficit by
a substantial margin in 1997 for the
second year running. This negative sta-
tistical discrepancy indicates that net
payments in the current account or net
outflows in the capital account have
gone unrecorded. Although the U.S.
international accounts rarely sum to zero
in practice, the size of the discrepancy
and its shift from a positive to a negative
number recently are puzzling.

Foreign Exchange Developments

The dollar gained 131⁄2 percent to
15 percent against the mark and other
continental European currencies tightly
linked to the mark (measured as the
change between the average for Decem-
ber 1996 and that for December 1997).
This increase was consistent with strong
U.S. economic growth and more moder-
ate growth in continental Europe. Un-
certainties related to the prospective for-
mation of European Monetary Union
may also have played a role. The mark
appreciated somewhat in terms of the
dollar during the late summer and fall as
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the Bundesbank raised interest rates.
When conditions in Germany subse-
quently made it seem less likely that the
Bundesbank would tighten further, the
mark weakened again.

The dollar moved little in terms of the
U.K. pound. Sterling was boosted rela-
tive to other European currencies by
a strong economy and the Bank of
England’s moves to tighten monetary
policy. Versus the Canadian dollar, the
U.S. currency firmed nearly 5 percent,
chiefly toward the end of the year. The
Asian financial crisis dampened pros-
pects for worldwide economic growth,
putting downward pressure on prices
for primary commodities, an important
part of Canada’s economy. Its currency
declined even in the face of significant
monetary policy tightening by the Bank
of Canada.

Versus the yen, the dollar rose nearly
14 percent on balance. Early in the year,
concerns about the resilience of Japan’s
banking system in the face of proposed
financial deregulation weakened the yen.
The scheduled increase in taxes on con-
sumption in April also undermined pros-
pects for sustained economic growth.
When domestic demand initially seemed
to weather the tax increase and net
exports also burgeoned, the yen appre-

ciated briefly, but later evidence that
growth had stalled after the tax increase
undermined the currency again. Down-
ward pressure intensified when Japan’s
weakened financial system and sluggish
economy were exposed to further stress
from economic and financial collapse in
several key Asian countries.

The dollar appreciated substantially
in terms of the currencies of most East
Asian economies during the second half
of 1997. Because a large portion of the
external debt of these countries was
denominated in foreign currencies and
had short maturities, the devaluations
greatly hobbled the ability of borrowers
to roll over their liabilities. The Mexican
peso, which had firmed vis-a`-vis the dol-
lar earlier in the year, also came under
pressure as investors feared that diffi-
culties in Asia would spread to Latin
America. On balance, the dollar appreci-
ated 31⁄2 percent in terms of the peso in
1997.

Foreign Exchange Operations

U.S. authorities did not intervene in
foreign exchange markets in 1997.
Reported net sales of dollars by major
foreign central banks were $10 billion
in 1997, in contrast to net purchases of
$46 billion in 1996.

At the end of the year, the Federal
Reserve held the equivalent of $17,046
million, valued at current exchange
rates, in marks and yen. With the dol-
lar’s appreciation versus both currencies
in 1997, the cumulative gains on Sys-
tem foreign currency holdings declined
$2,593 million, to $358 million. In the
absence of transactions in foreign cur-
rencies, the System did not realize any
gains or losses.
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